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My name is john W. Mayo. My business address is Georgetown University, McDonough
School of Business, 37th and O Streets, N.W, Washington, DC, 20057. 1 am Professor of
FEconomics, Business and Public Policy in the McDonough School. I am also the Executive
Director of the Center for Business and Public Policy in the McDonough School at
Georgetown University. Prior to assuming my curtent responsibilities, I have held several

positions in the McDonough school including Senior Associate Dean (1999-2001) and Dean
(2002-2004).

I hold a Ph.D. in economics from Washington University in St. Louis (1982), with a principal
field of concentration in industrial organization, which includes the analysis of antitrust and
regulation. I also hold both an M.A. (Washington University, 1979) and a B.A. (Hendrix
College, Conway, Arkansas, 1977) in Economics. I have taught economics, business, and
public policy courses at Washington University, the University of Tennessee, and Virginia
Tech. Also, I have served as Chief Economist, Democratic Staff of the U.S. Scnatc Small
Business Committee. Both my research and teaching have centered on the relationship of
government and business, with particular emphasis on regulated industries.

1 have authored numerous articles and research monographs, and have written a
comprehensive text entitled Government and Business: The Economics of Antitrust and Regulation,
(with David L. Kaserman), The Dryden Press, 1995. I have also written 2 number of
specialized artdcles on economic issucs in the telecommunications industry. These artcles,
inchuding discussions of competition and pricing in the telecommunications industry,
appeated in academic journals such as the RAND Journal of Economics, the Journal of Law and
Economics, the Journal of Industrial Economics, the Journal of Regulatory Ecortomics, and the Yals
Journal on Regulation.

My name is Michael Pelcovits. I am a Principal of the consulting firm Microeconomic
Consulting & Rescarch Associates, Inc. (“MiCRA”), which specializes in the analysis of
antitrust and regulatory economics. My business address is 1155 Connecticut Avenue,
Washington, D.C. 20036. I joined MiCRA in October 2002, Pdor to this, I was Vice

President and Chief Economist at WorldCom. In this position, and in a similar position at
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MCI priot to its merger with WorldCom, I was responsible for directing economic analysis
of regulatory and antitrust matters, before federal, state, foreign, and international
government agencices, legislative bodies, and courts. Prior to my employment at MCI, I was a
founding principal of the consulting firm, Cornell, Pelcovits & Brenner. From 1979 to 1981,
1 was Senior Staff Economist in the Office of Plans and Policy, Federal Communications
Comumission. 1 have testified or appeared before the Federal Communications Commission,
many state regulatory commissions, the Office of Telecommunications (Oftel) of the UK
government, the European Commission, the Ministry of Telecommunications of Japan, and
the Civil Acronautics Board. I have lectured widely at universities and published several
articles on telecommunications regulation and international economics. 1 hold a B.A. from
the University of Rochester (summa cum laude) and 2 PhID. in Economics from the
Massachusetts Institute of Technology, where T was a National Science Foundation fellow.

My name is Chris Frenerup. I am an Economist at the consulting firm Microeconomic
Consulting & Research Associates, Ine. (“MiCRA™), which specializes in the analysis of
andtrust and regulatory economics. My business address is 1155 Connecticut Avenue,
Washington, D.C. 20036. I joined MiCRA in December 2003. Prior to this, I was a Senior
Economist at WorldCom. In this position, and in the same position at MCI priot to its
merger with WotldCom, I provided cconomic analysis of regulatory matters before the
Commission and state public utility commissions, including price cap regulation, universal
service, and local competition. Priot to my employment at MCJ, T was an Economist in
what was then the Common Carrier Bureau of the Federal Communications Comsnission,
from 1987 through 1994. In that position, I served on the task force that developed and
implemented ptice cap regulation for AT&T and the local exchange carriers. 1hold a B.A.
from the University of Texas and a Ph.D. in Economics from the Texas A&M University.

My name is Seth Sacher. T am a Principal with the consulting firm of Bates White, LLC. My
business address is 2001 K Street, NW, Washington, DC 20006, 1 joined Bates White in

2003. Prior to that I was a Principal at Chatles River Associates. Before joining Charles River
Associates, I was a $taff Economist at the Federal Trade Commission. I have also held
several other positions as a professional economist within government, universities, and the
ptivate sector. I am a specialist in applicd industrial organization and antitrust and have

extensive experience analyzing economic issues pertaining to competition, such as market
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definition and the evaluation of entty conditions. I have worked on these issues in matters
involving a broad spectrum of industties, including the teleccommunications industry. I
received a B.A. in Economics from the State University of New York at Binghamton and an
M.A. and Ph.D. from the University of Maryland. I have published several articles in the

areas of antitrust and applied microeconomic analysis.
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enter local exchange markess® Itis, of course, difficult to untangle whether these failures are
the consequence of poor business models, the bursting of the “dot-com bubble,” a generally
weak economy or monopoly-entrenching behavior of the RBOCs. Itis clear, however, that,
given the generally nascent stage of competition in Jocal exchange telccommunications
markers woday, the ultimate success or failure of the competitive seeds that are present to

“take root” ctidcally depends at this juncture on the ability of the Commission to “get it
right”” in enabling competition.”

(12)  InSection V, we turn specifically to 2 discussion of the Commission’s approach to
impaitment and how the standards adopted in the TRO can be madified to account for the
USTA 11 decision. Befote tutning to the technical issue of impairment, however, it is
important to see what, exactly, is at stake. Who are these new providers? What do they do?

How do their activities play a role in advancing telecommunications competition and
telecommunications investment?

(13)  To gain insight into these questions, we sought information from the competitive local
exchange carriers (CLECs) on their activities in the marketplace. While the Commission has
gathered aggregate data on line counts, etc., we sought more nuanced information that, we
found, reveals a picture of both vitality and vulnerability. The vitality of CLECs in the
marketplace is palpable. At the same time, the vulnerability of these carricrs to adverse
decisions to enable competition fully is also abundantly apparent,

¢ Sec Table 1, infra,

For a more deailed discussion of this issue, see Mark Burton, David L. Kaserman, and Joha W. May!:
“Shakeout or Shakedown? The Rise and Fall of the CLEC Industry” in Markats, Pricing, and Devggulation of
Utifities, Michael A. Crew and Joseph C. Schuh, Eds., Boston, Kluwet Academic Publishers, 2003,

Indeed, #s discussed infra (Section V), the Supreme Court has provided a compelling “meta-message” regarding
the competition-enabling poal of the Act.
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IV. VITALITY AND VULNERABILITY OF THE
CLECS

(14)  While aggregate data portraying the nationwide or state-by-state footprint of new entrants
into the telecommunications arena is useful, they fail in many ways to portray accurately the
full vitality that new entrants are bringing to telecommunications markets. To gain a more
complete (“granular”) perspective, we conducted 2 series of interviews with a number of

CLECs that rely upon the provision of unbundled network elements to provide retail
telecommunications service.

(15)  Interviews with twelve of the CLECs that ar sponsoss of this study were conducted during
the petiod from September 20 through September 28, 2004 The size and scope of the
cartiers vary widely. Their 2003 revenues ranged from $10 million to $869 million, with an
average of $226 million. One entered in 1994, two in 1995, onc in 1996 and 1997, five in
1998 and two in 1999. All offer web hosting and high-speed Internet services, 11 offer local

and long distance voice services, nine offer dial-up Internet sevices, and eight offer pure
data services.

(16)  The results of these interviews asc quitc telling, Specifically, we found these new compctitors
are introducing innovative new services into the macketplace, are driving the market to
reduce prices, and are increasing customer choices for setvices that formetly were the
domain of a single monopoly provider. Moreover, the presence of these firms is forcing the
incumbent Bell companies to innovate and incrcase investments that enable improved and
superior customer performance. Importantly, all these benefits are being driven by firms that
citically rely upon a regulatory framewotk that fully enables the emergence of competition,
including access to nerwork elements,

(17)  ‘While the CLECs have brought numerous benefits to the enterprise local exchange market,
they are also highly vulnerable. While such vulnerability of specific new entrants—

The partics we held discussions with ate: BEGIN PROPRIETARY END PROPRIETARY.
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individually—is to be expected, our 2ssessment is that the entire competitive fringe is, at this
point vulnerable. This vulnerability places at risk virtually all of the competitive bencfits just
identified in the event that the Commission does not fully embrace 2 competiion-cnabling
policy.’® In this section, we discuss both the vitality and vulnerability of the CLECs.

1IV.1. Vitality of the CLECs

The “value added” to society of the CLEC competitive fringe manifests itself in a numbet
of ways. For instance, we found CLECs have often been the first firms in a given geographic
region to offer new services that the marketplace finds attractive. For example, one company
indicated that it was the first telecom providet to offer local service, including fully featured
class 5 local voice and 911 services as well as long-distance voice services, and high speed
Internet conoectivity, over an Internet Protocol network."! The introduction of Internct
Protocol network atchitecnzee and softswitching in the Jocal exchange market has permitted
local service providers to offet to soall businesses affordable state of the art services that
wete previously only svailable 1o big businesses. This is due to the capabilities introduced by
use of Iaternet Protocol vs existing circuit switched technology. :

Several CLECs similarly indicated they were the first in their service arcas to offer
broadband services to their customers.” Some indicated the incumbent local exchange
carsiers (ILECs) had essentially abandoned markets below the top tiers until their entry.”
The broader evidence suggests that CLECs in general have engaged in a huge push to
deploy broadband products, particularly in lower tier markets, and this has forced the ILECs
to respond in kind. As noted by many interviewees, by bringing such services to lower tier
markets, the presence of the CLECs not only has directly benefited the customers receiving

"

We emphasize hete an importaat distinction; namely that the Commission adopt policies to protect
competition tathet than one that protects any given compettor or competitors. Sctudenes of industrial
organization routincly praise the former and condemn the Jarter.

Discussion with BEGIN PROPRIETARY END PROPRIETARY
Discussions with BEGIN PROPRIETARY END PROPRIETARY
Discussions BEGIN PROPRIETARY END FROPRIETARY
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these services, but generally has made such areas more competitive in tetaining and attracting
businesses and employment. '

Several CLECs indicated that they were the first to offer integrated voice and data services
over the same T1 lines." Thus, within 2 T1 line, these products will dedicate a certain
number of channels to voice and a certain number of channels to data. Prior to their entry
into their respective market areas, incumbent producers, usually only the ILEC, would not
split their T1s in this manner. These new CLEC products allowed customezs 1o purchase

fewer lines. Most of the CLECs indicated that after they introduced such products, the
ILECs would usually follow suit.

One CLEC indicated that it was the fitst in its marketing areas to offer what can best be
depicted as the “next generation” of the integrated products described above." Specifically,
in a typical integrated loop, a certain number of channels are reserved for voice and a certain
number ate dedicated to data. This CLEC indicated it is offering 2 “dynamic bandwidth
allocation” product. Thus, wheteas the integrated products described above dedicate a
certain number of channels to voice and a cerrain number of channels to data, this product
allows data services to “borrow” any unused voice bandwidth when phone lines are idle
{with voice services atways given priority over data). This product has 2 number of
advantages for customers. For example, for companies that sporadically use large data
applications, it can reduce the number of lines they must purchase.

Another CLEC indicated it offers customers unique remote data backup and recovery
services." This service automatically backs up customer information through their Internet
ot VPN connections. Information is backed up at a storage infrastructure located in the
CLEC’s collocation facility. The entire process is automated and obviates the need for staff

to handle tapes or run backup jobs. Further, customers do not need to incur hardware or
software costs to support their storage needs.

Discussion with BEGIN PROPRIETARY END PROPRIETARY

Discussions witk BEGIN PROFRIETARY END PROPRIETARY
Discussions with BEGIIN PROPRIETARY END PROPRIETARY

10
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A number of CLECs indicated that while they themselves may not be offering the lowest
prices found in the marketplace, their presence has ied to lower prices that benefit
consumets. They indicated these ate real price reductions that are not ddven simply by
technology induced cost reductions. For example, one company believed the loca) ILEC-
reduced prices on digital switched services and ISDN PRI services, including free months of
service, wete a result of its presence and that of another CLEC.” Another party observed
the Bell companics attempting to offet the same type of bundled services that it does, as well
as reducing the prices of its services in response to CLEC entry into a particular area.® This
CLEC noted that sometimes such Bell responses do not take place uatil it secures significant
(former ILEC) customers, but that in markets in which it has entered recendy, the ILEC
respanse was immediate. Several noted aggressive “winback” programs by the Bells that
were in direct response to the CLECs’ presence. For example, when one CLEC entered the
downstream, small and mid-sized business (SMB) market, it generally priced 25 to 30 percent

below ILEC prices. BellSouth responded with winback programs discounting its tariffed
rates up to 25 percent,”

Another CLEC indicated that rates currently available from the Bells to business customers
have dramatically fallen for all local exchange services in response to the emergence of some
competition. For example, this CLEC reports that rates for ISDN PRI services are one-third
of what they were when the CLEC first entered the market, a consideration that was at {east
partly due to the presence of CLECs.*

Yet another CLEC provided a number of examples of price reductions by Qwest in its

marketing area that were largely a ditect response to its preseace and that of other CLECs®
BEGIN PROPRIETARY END PROPRIETARY

29

M

32

33

Interview with BEGIN PROPRIETARY END PROPRIETARY
Discussions with BEGIN PROPRIETARY END PROFRIETARY
Discussions with BEGING PROPRIETARY END PROPRIETARY
Discussions with BEGIN PROPRIETARY END PROPRIETARY
Discussion with BEGIN PROFRIETARY END FPROPRIETARY
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Another benefit of the CLEC industry i5 that of redundancy. Thus, in addition to providing
greater choice and spurring price and investment competition, CLECs provide redundancy
in case of disasters. For example, ITC*DeltaCom noted that its data center maintained
service throughout the recent hutticanes in Flotida.™ and NEON Communications helped
provide emetgency services to lower Manhattan in the aftermath of 9/11.%

In addition to the welfare-enhancing effects of the CLECs brought about by the
introductdon of new services, lower prices and increased consumer choice, there is growing
evidence that a vibrant CLEC ptesence will enhance rather than diminish investment in
modern telecommunications infrastructure capable of supporting advanced setvices. This

cvidence comes from economic theory and from empirical econometric studies.*

Finally, it is worth noting that even the business press has increasingly recognized the
importance of a vibrant competitive sector in telecommunications markets. For example, &
recent commentary in Business Week noted that startups in other countries that have been
afforded access to incumbent fiem nerworks have “waged fierce battles against giant rivals,
driving prices down and speeds up, ‘Competition is the No. 1 (reason) why one country
grows faster than another, says Sam Paltridge, the OECD's telecom analyst...On this score,
the U.S. has blown it... The country must create vigorous competition to dtive the low :
prices and high speeds thar can usher in 2 prosperous broadband economy.™™

a5

M

“E*delatcom Delivers 100% Up Time Through Tropical S
Seprember 10, 2004, of S jts B 8
{visited September 29, 2004),

Vincent Ryan, “Ealy hopes quickly dashed,” Telgpbony, September 24, 2001,

For a summary of the theoredcal and econometric evidence, see e.g., Direct Testimony of John W. Masyo,
submitted for AT&T, in PA PUC, Dockee Na. 10030099, at pp. 39-51; See also See also Clarke, Hm
Tvanova and Kotlikoff, “Assessing the Economic Gains from Telecom Competition,” NBER Working Paper
Sesies, May 2004; Phoenix Center, Policy Bulledn No. 4: The Truth about Telecommunications Investment,
June 24, 2003; ALTS, The State of Local Competition, (2003), p. 10 and Comptel, Measuring the Economic

Impact of the Telecommunications Act of 1996: Telecommunications Capital Expenditures (1996-2001)
{Qcrober 2002).

“Commentary: Behind In Broadband,” Bumes Waek, August 27, 2004,

torms Gaston,
1 72

O DG o ¥

and Fracnes,” Press Rel
004091 0%:20-%%20FTINA

i
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IV.2. The vulnerability of the CLECs

(34) In any discussion of the vitality of the CLECs, it js critical that the Commission recognize
that ¢his vitality is by no means ensured on a forward-going basis. Indeed, the success of
these firms under a policy that has assured unbundled network elements (UNE) availability
cannot-—as a matter of logic and empirical fact—be taken to be guaranteed, or even likely—
in the absence of UNE availability® To do so would be akin to suggesting that a paticnt
taking a ten-day treatment regimen stop taking medication after five days simply because he
appears healthy. Indecd, any dispassionate assessment of the CLEC industry makes the
vulnerability of this entite competitive fringe abundantly clear. Evidence of the significant
difficulties facing the CLEC competitive fringe include a variety of factors such as the high
number of bankruptcies and exits that have befallen the CLEC fringe firms, the difficoltes
these entities face in raising capital, and the current financial position of the CLECs, as
revealed through the interview process and publicly available information.

(35) Asshown in Table 1, there have been scores of CLEC bankruptcies in recent years.

Indeed, the Commission need only reflect on the macketplace reaction to the recent decisions ot to pursue
policies designed to provide mass-matket switching on an unbundled basis. Specifically, in the wake of those
decisions, several market participants announced withdrawals or significant supply reductions from residental
local exchange markets (¢.g., see “AT&T to Stop Competing in the Residential Local and Long-Distance
Market in Several States,” Press Relcase, Junc 23, 2004). These supply reductions will lead to teduced consumer

choices, higher prices, less competitive pressure on the incumbent local exchange providers, and teductions in
consumer welfare,

i5




REDACTEL—FOR PUBLIC INSPECTION

Table 1: CLEC bankruptcies through August 2004

36

@Link Fairpoint NorthPoint Communications
2™ Century Faocal NX Communications

Actel FutureOne Omniplex

Adelphi Business Solutions General Datacom Onvoy

Advenced Radlo Telecom Global Crossing OpTal

American MetroComm GST Pathnet

Allegiance HarvardNet Picus Communications

Ardent Communications ICG Communications Prism Communications
BroadRiver Communications McLeodUSA Rhythms NetConnections
Columbia Telecommunications MetStream Starlec Gioba! Communications
ConnectSouth Mpower Communications Teligent

Convergent Communications Net2000 Communications UBNatworks

Covad Communications NETtel Vectris

(11 Network Asset Solution Vitts

Digital Broadband Communications  |Network Plus williams Communications Group
e.spire Communications Ntelos Winstar

ITCDeltaCom WorldCom

Jato X0 Communications

Maverix.net Yipes

According to the Association for Local Telecommunications Setvices (ALTS), of 18 publicly
traded CLECs, 15 reported an annual net loss in 2002.% and at Jeast 12 reported net losses in

Burton, Kasetman, and Mayo, “Shakeout or Shakedown?,” in Markats, Pricing, and Dereguiation of Utiditizs, edited
by Michael Crew and Joseph Schuh, 2002; ALTS “Progress Report on the CLEC Industry,” October 17, 2002,
Appendix A; ALTS “The Saate of Local stion 2003,” April 2003; Smith, Judy, “Adaatic-Acm’s Take on
Quwest,/ Allegiance /Level 3 Scenario,” Press Release April 2, 2004. hitps/ fwenwatantic-
acm.com/datalines/d020404.hun (visited on Seprember 20, 2004); McKibben, Paul, “NX Files for Bankruptcy:
Move results in Iayoffs building costs at source of compmy’s uoublu," Chronicl-Tribwne, April 3, 2004,

hitp: yw. chroni i om/pews/ston heml (visiced on September 20,
2004); "WoddCom Files for Bmktupncy Court Protecuon," Pmss Rdasc. ]uly 21, 2002

SoofF (visited on Seprember 28, 2009).
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20034 1In its 2000 report, ALTS reported there were mose than 300 facilities-based CLECs.
In 2004, it reported there were 59 independent facilities-based CLECs.®

(37)  Inaddition to the high rate of bankruptcies and exits, a number of other indicia indicate the
CLEC industry is vulnerable. For example, financial market evaluations, which represent a
summary of expectations regarding future profitability, have indicated dismal expectatons
regarding the CLECs’ prospects, with market capitalizations over 95 percent below their
height in late 1999. While poor stock performance affected the entite telecommunications
industry, the drop for the CLECs has been particularly steep, Thus, as seen in the following
graph where the capitalization of the entire CLEC industry teached 24.7 percent of the
capitalization of BellSouth, Verizon, and SBC in late 1999, it was barely two percent of the
capitalization of those three firms at the end of 2003. Indeed, the worth of the industry

relative to the RBOCs is even lower than when the Telecommunications Act was first
passed.

®  See ALTS Progress Repors on the CLEC lndustry, October 17, 2002,

4 Thesc companies include the following: Allegiance Telecom; ChoiceOne; DSL Net; FiberMNet Telecam Group;
ICG Communications; TTC DeitaCom; Mpower; McLeod USA; PacWest; US Lec; XO Communications; and
7.Tel. Financial information was rettieved from respective compasy 2003 10K reports.

@ ALTS, The State of Local Competition 2004, July 2004, pp. 19, 20. Facilities-based CLECs are defined a3 those
companies owning and investing in switches, fiber optic cables, wircless antennas, and other new, state-of-the-
art infrastructures.

17
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Figure 1: CLEC market capitalization as a percent of capitalization of BellSouth, Verlzon,
and SBC

1%

1%

% 4

Source: ALTS and Bernstein Investment Ressarch and Management.

(38)  To the extent there ate parties to this matter that have gone bankrupt, most have
rearganized. Nevertheless, few of the CLECs we spoke with could be categorized as being
financially strong. Most were EBITDA positive, although they had only become positive
recently and many are still cash-flow negative. Thus, despite recent improvements, the
positions of most CLECs still appears highly vulnerable to regulatory changes that will
increase the cost ot difficulty of obaining access to competition-enabling platforms. A
numbet of these firms have explicitly indicated that if they could not obtain UNEs for
transport and loops, this would have 2 significant adverse impact on their business model
It is also impottant to note that, in the case of bankruptcies, the book value of assets may
fall due to the conditions of the reorganization. Thus, the increased solvency of many of the
CLECs may not teflect fundamental improvements in future prospects. Yet another
indication of the vulnerability of the CLEC fringe is the current regulatory uncertainty that

4 Discussion with BEGIN PROFRIETARY END PROPRIETARY

18
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it faces regarding network access and the negative consequences this uncertainty creates for
raising necessary capital in financial markets.*

Fusrthet, in the interview process, many CLECs indicated they had difficulties obwmining
financing through the capital markets. This was duc to both their own precatious financal
conditions and current uncertainties regarding the viability of the CLEC industry as a whole,
including the nature of the tegulatory environment.®® Secusity filings also indicate that for 2
number of CLECs, debt loads are high and this limits their ability to obtaining financing, In
its 2003 10K report, McLeodUSA, Inc. reported net losses every year since operations began
in 1992. The company acknowledged that, “if we do not become profitable in the future, we
could have difficulty obtaining funds to continue our operations.™ In its 2003 10K report,
Choice One Communications notes, *““We may not have the ability to develop strategic
alliances, make investments, or acquire assets necessary to complement our existing
business.””*’ Several other CLECs have also indicated setious questions exist regarding their
ability to raise capital in their SEC filings.* Moreovet, 2 number of venture capitalists have

submitted affidavits in vadous proceedings indicating that the loss of UNEs would make it
unlikely CLECs could attract any capital.”

Yet another indication of the vulnerability of the CLECs is the publicly available
information on these companies’ credit ratings. These ratings represent the credit rating
agency’s assessment of the debt-holder’s tisk of receiving principal and interest from the
firm issuing the debt. The lower the rating, the higher the probability of defauls on interest
payments and principal repayment, and the higher the probability of bankruptcy. Qut of
nine firms identified as CLECs whose debt was rated, eight had debt that rated below
“investment grade” {i.c., junk).

45

o1

EL]

45

Discussion with BEGIN PROPRIETARY END PROPRIETARY
Interview with BEGIN PROPRIETARY END PROPRIETARY
McLeodUSA, Inc. 2003 10K Repor, page 21.

Choice One 2003 10K Report, page 19.

FiberNet Telecom 2003 10K Repott; DSL Net Inc 2003 10K Report.

E.g. sec the declarations of John Hunt, James N. Perry, Jr., and Peter H.O. Claudy in Support of the Reply
Comtments of the Competitive Telecommunications Association,

19
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Tabte 2: CLEC Standard & Poor's Credit Ratings

prereen sormmba_|cus e o ks
Central Telecommunications | ruBB+/-4~ 04/05/03 Below sgrg:::ls? ::::sn?mm% s
D&E Commurications BB-Negative/~ | 02003/04 |  Below sg'g‘;r‘f'; uncertain protection e
Eschelon CCC+Developing | 02/26/04 Balow %mwmnv;;nf:lﬂe to losses
Grande Communications | CCC+/Developing/— | 02/24/04 Below memyk\ﬂmh to Josses
ITC Holding Company BBRMNegative 0710203 Above Provide adequate protection

agalnst losses from credit defaults
MCI emerged from bankruplcy in

i April 2004, and is currently not
MC! Communications Corp. | NRANR 12/31/02 Below rated by S&P, which mean It is

below investment grade
ibit vuinarablll osses f
United GlobalCom, Inc BiStable/~ 03/03/04 Below | Xt veineaniity 1o losses from
. Exhibit vulnerabifity to lkosses from
US Lec B-/Negative 09/15/04 Below credit defauits b4

Source: Standard & Poor's website™

(41)  In addition to suggesting a high probability of bankruptcy, low debt ratings increase the yield
on debt, which means the cost of debt capital for the firm is highet. Low rated debt also
suggests that the firm is likely to face difficulties in raising new capital (i.c., public debt, bank
debt, or equity).

5  The CLECs shown above include companies identified as CLECs by Standard & Poor's, and tlfosc listed in )
ALTS, The State of Local Compesition 2004, July 2004, pp. 19-21. Only companies with a publicly listed S&FP rating
after January 1, 2003 were included. Citizen’s Communications wos dropped because this company is primarily
an ILEC. We also dropped Ouer Tail, Inc., because this company is primasily a utility company.
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V. THE IMPAIRMENT STANDARD

(42)

#3)

5

53

v.1. The impairment issue: the context

The technical and legal dimensions of the issue of “impairment” have certainly proven to be
contentous to this point, and now the USTA II decision has once again dictated an
additional detailed refinement.” In doing so, it is critical that the Commission not lose sight
of the overarching fact that the Telecommunicatons Act imposes a fundamental change in
the responsibilitics of the Commission. In pardcular, the history of regulation has
traditionally been one of protection. protection of the monopoly from competitors, and
protection of consumers from the monopolist. The fundamental change embodied in the
Telecommunications Act of 1996 is that, rather than maintaining a policy of protecting
consumets by preventing incumbent monopolists from exercising their monopoly power, the
Act embraces a policy of enabling conpetition. The Act’s approach requites 2 more affirmative
set of actions than any regulatory paradigm employed in the past. Not metely is competition
to be permitted, or tolerated, or even accommodated—instead, the Commission is now
directed to seek ways to enable competition affirmatively.

1n fact, in its 2002 Verizon decision, the Supreme Court was quite clear regarding the
Congtessional intent behind the Act.* The Court noted that Congress sought “an entirely new
objective of wprooting menopokes” and that the policy charge was “# reorganige ararkets by rendering
regulated utilities' mongpolies vuinerable to interlopers.” Thus, in light of the Supreme Court’s
judgment, there can be no doubt that the Commission’s ptime directive is to cast off the
anachronistic tendency to protect the incumbent utlities from competition and, instead, to
undertake policies that enable competition (i.c., the competitive process itself) to become
effective.™ Indeed, the Court went so far as to note that “the Act appears to be an explicit

For a 1eview, see TRO, 1915-30 and USTA Il ac pp. 13-15.

Verizon Communications, Inc. v. FCC, 535 U.S. 467 (2002) (Vedzon").

Verizon, 535 U.S. at pp. 488-489. (Emphasis added.}

The lazdable goal of promoting competition through compettion-enabling policies is distinct from misguided

policies that protect individual competicors. Economists widely endorse the formes, buttressed by the passage
of the Telecommunications Act, while economists and antitrust scholars routinely denounce the latter,
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disavowal of the familiar public-utility model...in favor of novel rate setting designed to give
aspiring competitors every possible incentive to enter local retuil telephone markets, short of
confiscating the incumbents’ property””* The lesson from the Supreme Court is that as the

Commission seeks to craft economically sound and legal standards and tests, it musc do so in
a fashion that is truly competition enabling3

It is also important to note that much of the competition that exists today has developed in
an environment in which access to unbundled network elements has been available. It would
be a logical mistake to point to the development of this competition predicated on the
availability of UNEs as evidence that UNEs are no longer necessary. Likewise, it is also truc
that the development of pockets of competition is not evidence that additional steps might
not need to be taken to further enable competition in other areas or market niches.

V.2. The impairment issue: the specifics

The issue of impairment emanates from scction 252(d)(2) of the Act that states that “[in] -
determining what nerwork elements should be made available ...the Commission shall
consider at 2 minimum, whether—(A) access to such network elements as are proprietary in
nature is necessary; and (B) the failure to provide access to such network elements would
impair the ability of the telecommunications catrier secking access to provide the services
that it seeks to offer” In jts interpretation of this statutory language, the Commission has
stated that, “A requesting carrier is impaired when lack of access to an incumbent LEC
network element poses a barrier or barriers to entry, including operational and economic

barriers, that are likely to make eatry into a market uneconomic.” (TR, §7)

55

58

Verizon, 535 US. at p. 489.

For a more detailed discussion of this “meta-message” from the Supreme Coust Opinion, see David L.
Kaserman and Joha W, Mayo, “The Supteme Court Weighs in on Local Exchange Competition: The Meta-
Message,” Review of Network Feonomics, September 2002, pp. 119-131. Also found at

heep:/ fwwrw.enejournal.com/articles /kaseoman_sept02.pdf.
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specific locations, including costs of intra-building ducting and cabling. Sunk costs are also
substantial for collocation facilides-—including those associated with the set-up charges
imposed by the TLECs and the costs to the CLECs of equipping the collocation facility.
Non-recurring fees imposed by the ILECs for a number of services, including cross-
connections at the collocation space, also constitute significant sunk costs for the CLECs.

e First-Mover Advantages. When a firm is able 1o gain an advantage in the marketplacc asa

result of entesing the market first, it is said to have a first-mover advanwge. There are a

__number of sources of first-mover advantages, such as advertsing and gaining brand name

preference, patents, sunk'_c_oéti:s-, -;ﬁd_nghts-of-wayf First-mover advantages often create an
absolute cost disadvantage for new entrants, which if large enough, can be a barrier to entry.
First-mover advantages can also conttibute to the effects of economies of scale and high
sunk costs. The first-mover advantages to the ILECs in the markets for loop and transport
include: ease of access to rights of way, ease of access to buildings and intta-building
cabling, and reputation secured during a petiod of monopoly incumbency.

e Absolute Cost Advantages. An incumbent has 20 absolute cost advantage if, for any given
level of output, the incumbents’ per unit costs are lower than for an entrant.”” Possible
sources of absolute cost advantages include privileged access to resources, control of a
better techaology or more efficient means of production which cannot be duplicated by the
entrant, limitations in the availability of productive factors, the leaming curve, and a lower
cost of capital. Absolute cost advantages, if of sufficient size, can deter entry or make it
impossible for entrants to provide service in an economic fashion. One example of an

absolute cost advantage is the free (or low priced) access that the ILEC enjoys to its rights
of way.

e Barriers Within the Control of the Incumbent LEC. Strategic behavior by an incumbent
can prevent encry from occurring. For example, under certain circumstances, an incumbent
could detes entry if it invested in additional capacity today, such that it would be likely to
Jower prices when entry occurs, creating Josses for everyone. Such behavior is rational only if
the incumbent expects that an entrant is likely to be deterred from entry asa result. Another

% This differs from the scale economies discussed above, in that each cartier is producing at the same level of

output, while scale economies exist because one carrier produces a higher volume.

1

24




“n

REDACTED—FOR PUBLIC INSPECTION

strategic behaviot is product differentiation, which refers to a firm’s actempt to distinguish its
products from other firms’ products and gain the ability to raise the price through
adverdsing, the development of a brand name and product image, varying the product
characteristics and quality, and selling in different locations. When faced with prospective
entry, an incumbent monopolist can also detes entry by inducing its customers to sign long-
term or high-volume contracts, with substantial penaltics for breaching the contract. These
contracts can act as a barrier to entry, if they prevent customers from switching to an
entrant. A primaty source of the barriers within the control of the ILEC is where the CLEC
must obtain loops from the ILEC and cross-connect those loops to its own transpost

facilities. The CLECs are dependent upon the ILEC for timely and efficient provisioning of
the loop facilities®

The critical concept of course, in this debate, is how the Commission shall define the
concept of “impairment.” If impairment is defined “too leniently,” then the CLECs will
have access to JLEC facilities where they could mote economically build their own facilities;
too harshly, and the CLECs will be unable to compete where they should be able to do so.
In this regard, the Commission has found it necessary to refine its impairment standard
several times in response to vatious criticisms offered by the courts. Even with these
refinements that were most recently embodied in the TRO, the Commission’s impairment
standard has stil] be subjected to ctiticism from the court for being too “open-ended.” For
example, the court stated that the Commission’s definition of impairment is "“vague almost
to the point of being empty” because it does not specify the required level of efficiency of
the CLEC who is impaired. Specifically, the Commission’s phrase “...operational and
economic batriers, that are likely to make entry into a market uneconomsic” raiscs the question in the
coutt’s mind “uneconornic by whom?” ‘That is, does the uncconomic entry standard apply to
an cfficient CLEC, or to any CLEC no matter how inefficient).”

L]

(4]

The incentive and ability of a vertically integrated provider 1 “sabotage” its sivals through such non-price )
mechanisms is well known. See, e.g., T. Randolph Beard, David L. Kasetman and John W. Mayo “Reguiaton,
Vertical Integration and Sebotage,” Jowrnal of Industrial Ecomomrics, Volume 49, September 2001, pp. 319-334.

USTA Tl ac p. 24.
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Additionally, in the context of a discussion of wireless carriers’ access to unbundled
dedicated transport, the USTA II court raised what might be seen as a paradox. Specifically;
the court recognized that given “the ILEC’s incentive to set the tadff ptice as high as
possible,” the ILECs might seek to use the offeting of special access as justification for
circumventing the unbundling (and pricing) requirements of the Act. But the coutt also
observed that, at least in the case of wireless carriers, the use of dedicated transport circuits
at special access (rather than UNE) rates did not appear to be harming competition.
Consequendy, the court found that a “blanket rule’” that treats special access as irrelevent to
be too stringent. In pardcular, the court observed that if, 25 in the casc of wireless cartiers’
access to dedicated special transport circuits, competition using speciaf access is
“fourishing,” it is “hatd to see any need for the Commission to impose the costs of
mandatory unbundling "

While the court’s actions may seem to create considerable uncertainty and create a
propensity to “go back to the drawing board,” our review indicates that tather small, but
entirely logical refinements in the concept of “impairment” can simultancously address the
court’s criticism of the eatlier impairment standard and advance the cause of advancing the
pro-competitive goals of the Telecommunications Act.

Specifically, we propose a refinement to the impairment standard that eliminates the “open-
ended” criticism of the USTA 11 court and much more clearly focuses the standard on an
investigation of the “structural impediments to competition” that the court highlights in its
opinion.* Additionally, the refined impairment standard remaves the “special access
paradox” that the USTA II court identified. It does so by drawing upon the extant body of
language, methods, and tools from the competition policy (antitrust) arena. In particular, we
proffer 2 specific refinement to the impairment standard that retains the key features of the
impairment standard that the court found to be “an improvement” but also refine the

6T

The court's focus on the harm fo competition emanates from the observation that the purpose of the Act is “to
stimulate competition.” As se¢n infra, our proposed refinement to the impairment sundard adheres closely to
this interpretation of the Act.

USTA 11 at p. 16.

USTA Il atp. 24.
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concept further By adoption of language parallel to that utilized in mainsttcam antitrust. The
result is that the “open-ended’ criticism is squarely put to rest and other issues raised by the
court markedly recede. Furthermore, we show that the Telecommunications Act’s

competitor impairment concern is equivalent to competition policy’s concerns for the
competitive health and performance of a market. Thus, consideration of the competition

policy-based standard reinforces the competitor impairment principles already developed by
the Commission.

V.3. The impairment standard

To implement the above concepts, we propose the following impairment standard:

Requesting carriers are impaired in their ability to provide the services
they seek to offer if the consequence of failure to provide the requested
network element poses a barrier or barriers to entry, including
operational and economic barriers, and where the effect may be
substantially to lessen competition, or to tend to create a monopoly in the
provision of the retail services that utilize the requested element.

This standard approptiately retains from the TRO the focus on the presence and degree of
econotnic and operational batrers to entry. But rather than focusing the standard on
whether the impact of those batriers is to make entry *uneconomic” (which the court found
“too open ended™), the impairment standard now links the presence of such barriers to their
prospect for lessening competition. Unlike the open-ended nature of the “uneconomic
entry” language, the lessening of competition standard brings with it bath a set of
discerning cconomic tools and rich case law from the antitrust economics and law arena. For
instance, the antitrust enforcement officials, and courts have been able to successfully
determine when mergers, cxclusive dealing or price discrimination has created (or not) the

prospect of lessencd competition in markets since the passage of the Clayton Act of 1914,
Marketplace chatactesistics, including the present market structure of the propetly defined
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relevant market, the ability of new firms to enter and expand, and the prospects for the

unilateral exercise of market power all are well known central elements in such an analysis.*

In adopting this standard, it is especially important to be clear on the meaning of two of the
phrases in this proposed standard. First, compettion may be “lessened” by either reduced
supply from already existing CLECs in a matket* or by reductions in the propensity to enter
by prospective entrants. Also, in this regard, we note that the standard does not require non-
provision of the requested element “to substantially lessen competition” but rather requires
that the effect of non-provision “may be substantially to lessen competition.” Thus, a clear
and cortect application of the standard does not require a demonstration that a lessening of
competition occur, but rather that it may occur. Similarly, a correct application of the
standard does not require that the magnitude of the impact on competition, should it occur,
be “substandal,” but rather simply that the effect is “to lessen competition.” Second, the
phrase “tend to create 2 monopoly” absolutely cannot be taken in isolation to mean that
there is no problem with an action (here the denial of UNEs) so long as it does not result in
only one provider in a market. Any action, here the withholding of one or more network
elements, the cffect of which “may be substantially to lessen competition” is prohibited. ‘
Thus, where the withholding of a UNE may “tend to create a monopoly” in any given ‘
relevant geographic market may be seen as sufficient to create a finding of impairment, it must
be clear that the result of “monopoly” is not a necessary condition for the finding of
impairment. Rather the necessary condition is simply that sufficient economic and
operational batriers exist such that, but for the provision of the requested element, the effect
may be substantially to lessen competition. Equivalently, wherever the failure to provide the

%5 The tools and methods to discern when an activity such as a merger, price discrimination or exclusive dealing will

lead to the prospect for lessening competition is part of the ongoing practice of antitrust enforcement officials.
In general, see the Department of Justice homepage. hup://www.usdoj.gov/atr/. For a specific receat
cxample in which the Department used standard antitrust econotnic tools to identify o situation in which there
was likely to be lessening of competition, see United Scates v. Syngenta AG, Astrazeneca PLC, Koninklijke
Cooperatie Cosun U.A., and Advaata B.V., http:/ /www.usdoj.gov/atr/cases/£205100/205199.hem

# Reductions in the supply of extant CLECs in a maket may be brought about by the emergence of, say, absohute

cost advantages, that may accompany the elimination of UNE-based provision of network elements wherever
altemative access to such elements is not available on costs terms akin to those enjoyed by the ILEC,
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access {and not UNE access at TELRIC rates) is available. At the same time, the court
recognized the incentives of the ILEC *to set the tariff price as high s possible” and that it
is undesirable to have a standard that allows ILECs to avoid unbundling requirements by
simply offering the element at somewhat substantially greater than TELRIC rates.”
Accordingly, the Commission must strike a balance that simultancously reduces the
prospects that the ILECs use their own tariffed offerings such as special access to
circumvent the Act’s unbundling requirements, while also reducing unnecessary unbundling
requirements (viz., where the consequence of failure to do so does not “impede
competition.”) The proposed impairment standard does exactly this. Specifically, by focusing
on the impairment standard more tightly on whether the cffect of failure to provide the
requested clement “may be substantially to lessen competition, or to tend to create a
monopoly,” the standard ensutes that the ILECs cannot use their own tariff offerings (e.g,
special access) to impede competition by denying unbundled access where there may be
delcterious competitive effects from doing so. At the same time, the same language in the
proposed standard cnsuses that where the effect of failure to provide the requested element
does not lessen competition or tend to create a monopoly—as in the case of wircless
cartiers’ access to dedicated transpott—then no unnecessary unbundling is required.”
Importandy, as described in Section VII below, a variety of evidence from the TRO, state
proceedings, publicly available sources, and CLEC interviews indicates that the same
standard that in this case leads to the presumption that wircless carriers” access to dedicated
transport is unimpaired strongly supports the conclusion that the availability of special

access docs not mitigate the impairment of wireline CLECs without access to dedicated
{oops and transport.

€8

(1]

The court recognizes that at some elevation of rates above TELRIC, competitors are impaired and that
adjudication of when such a threshold has been crossed “might raige real administrable issues™ for the
Commission. USTA H atp. 33.

We assume in this statement, arguendo, USTA II court’s suggestion that competition in wircless markets is
today able to “Flourish” even though wircless carries ate denied UNESs access and aze made to pay special

access rates for dedicated transport, We have not conducted 2n independent assessment of the ultimate merits
of this assumption.
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The standard is squarely consistent with the USTA II court’s interpretation that the

Telecommunications Act’s putpose is “to stimulate competition” by focusing on “structural
impediments to competition.” '

The standard provides a sound platform for the establishment of specific impairment
critetia (tests) that are sufficienty discerning to identify reasonably cases of impairment and
non-impairment today, while simultaneously being sufficiently dynamic enough to
accommodate the evolution of the industry structure with its consequent changes in the
factual citcumstances surrounding impairment,
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VIi. MARKET DEFINITION

As noted by the USTA II court, “Any process of inferting impairment (or its absence) from
levels of deployment depends on a sensible definition of the matkets in which deployment
is counted™ We agree and, in fact, under the revised impaitment standard, the issue of

(55)

market definition becomes, as in the antitrust arena, central to sound policy decisions. In the
TRO, the Commission offered a compelling case for 2 “route by route” specification of the
- -relevant geogtaphic market for dedicated loops and transport.™ The USTA II court, while

not finding this market definition untawful, did raise a couple of issues regarding the route
by route analysis of dedicated transport.

(56)  Specifically, the court suggested that the Commission “cannot simply ignore facilities
deployment along similar routes when assessing impairment.” Indeed, to press its point, the
court identified the possibility of three points A, B, and C that are all in the same geographic
area and “are similarly situated with regard to ‘bartiers to entry”” In this case, the issue the
Court raises is whether evidence of more abundant deployment on one route-pait might

|
provide evidence that, despite a lower presence of current competitors, the other route is

also unimpaired. As the court acknowledges, the Commission has, in fact, already pointed
out why such higher deployment on one route is not sufficient to make a nop-impairment
finding along other routes.” The court’s admonition, though, is that the Commission cannot
ignore such deployment. We note, however, that to the extent that the correct market
definition is, as we believe and the Commission previously found, route by route, the fact
that these routes are different markets means that they cannot automatically be treated the
same. Thus, the assumed hypothetical proffered by the court that the markets are “similarly
situated with regard to the barriers to entry” is not a valid assumption, because the routes
have been determined to be in different markets, and thus may not be similarly situated with
respect to the height of entry barriers. Indeed, the absence of observed competitors on one

of the route—pairs may well provide evidence that the two route-pairs are not similasly

" USTAILp. 15
T TRO ar H02,
2 TRO at W01
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In the case at hand, the demand-side geographic substitutability for telecommunications
services, such as those provided by enterpdse loops and transport is extremely low: Consider
for instance, the consequence of a hypothetical monopolist over an enterpase loop between
two points A and B. In this instance, the market definition exercise requires us to ask the
quesdon whether, in response to a small but significant and non-transitory price increase, the
customer would substitute telephone calling to an alternative route, say from A to another
point C. Such substitutability is extremely unlikely. Consequently, the Commission’s
determination of customer-by-customer and toute-by-route markets for enterprise loops and
transport, respectively, is entirely sound and highly unlikely to give risc to “crror costs.”

The second issue is whether, given some possibility, (shown here to be remote) of errorin
identifying the relevant market, what are the policy costs associated with any false positives
and false negatives? This matter is straightforward. In the case at hand, because demand-
side geographic substitutability is virtually zero for telecommunications services, the only
possible source of etrot costs would spring from a failure to account for the supply-side (i.e.,
entry and entry conditions) at some stage in the analysis, In particulat, a correct analysis of
impairment must account for the supply-side cither by explicitly accounting for any
geographic supply-side substitutabilitics (actoss different routes) in the market definition
process or, alternatively, by accounting for supply-side-based entry conditions in the specific
impaitment test. While both approaches may, theotetically, yield the same tesults, the critical

factor that will reduce the error costs is that the Commission account for this supply-side
substitutability at some stage.

In the case at hand, the Commission has done 50 by choosing to use a conventional
demand-side substitutability 2pproach to the matket definition process and to then to
include supply-side (entey) conditions in the impairment test. Both the specification of the
Impairment Standacd (discussed in V.3 above), which focuses on economic and operational
batriets to entry and the Impairment Test {discussed in VII below), which focuses on 2
presumption that with enoungh actual competitors in 4 given market entry barriers have been
overcome, include a consideration of entry and barricrs to entry (the supply-side),
Consequently, as the court seeks, the etror costs associated with the Commission’s
impairment standard and test have been minimized.
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(62)  Beyond this assurance, yet another consideration also reveals that the costs associated with
alternative approaches to matket definition are likely to be quite high. Specifically, as the
court has recognized, the supply-side conditions associated with entry into any particular
route/market are likely to be particularly nuanced. Consequently, any attempt to incotporate
such nuanced considerations at the market definition stage will prove to be particulatly
unwieldy and administratively incfficient. Some matkets, those with limited supply-side
substitutabilities, would be judged route-pair markets for purposes of applying the
impairment test, while other areas with higher supply-side substitutabilities would be judged
to be larger market arcas-for purpose of the impairment test. Both the Commission and the
court must surely see the prospect of such a jumbled menagerie of geographic market sizes
as administratively impractical. In sum, the market definition chosen by the Commission,
which focuses on demand-side substitutability is perfectly sound, and becausc supply-side
considerations are taken into account by the Commission, the route by route and customer

by customer geographic matket definitions adopted by the Commission ar¢ cconomically
sound.
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